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Do Stock Dividends Constitute Income? 


By Ropert E. WarREN 


(Manager, 


The question of treating stock divi- 
dends as income, which had_ been 
rather generally regarded as settled in 
negative for both accounting theory 
and practice and for the administra- 
tion of income tax legislation, was 
given new life by recent developments 
in the field of finance and investment. 
Ever a nice question, as instanced by 
the divided opinion of the Supreme 
Court on the leading case involving 
the point, certain contemporaneous 
factors lent weight to subtle arguments 
in favor of including stock dividends 
in income. 

The rapid growth of the investment 
trust idea, the abnormal stock market 
of the past several years, together with 
the increased propensity of corpora- 
tions to finance expansion with earn- 
ings, gave the question renewed life 
and pertinency under circumstances 
not considered when it was originally 
discussed in legal and accounting 
circles. 

The question, like other similar 
issues, has two angles. It can be viewed 
from the theoretical angle of law and 
accounting and from that of practical 
investment policy. 

Hence, it will not be amiss to review 
the principles upon which conventional 
legal and accounting theory is based, 
and then subject these principles and 
resultant theories to review in the 
light of present conditions. 


Cleveland Office) 


Theory of Income 


Indeed had not these principles been 
enunciated when stock dividends were 
the exception rather than the rule and 
when investment trusts were rare, the 
discussion might be limited to a cita- 
tion of leading court decisions and 
authoritative accounting treatises. 

Following the excellent reasoning 
process adopted by the Supreme Court 
in Eisner v. Macomber, 3 American 
Federal Tax Reports 3020, it can be 
said that this question resolves itself 
into three components: 

First—What is income? 

Second—What is a 
dend”’? 

Third—Does a stock “dividend” 
meet the essential requirements 
of income as defined? 


stock “‘divi- 


Lack of Definitions 


Were it not for numerous decisions 
of the courts in cases arising under 
the various taxing acts of the federal 
and state governments, it would be 
difficult to find a clear, inclusive, yet 
sufficiently exclusive, definition of 
“income” that would stand the test of 
common understanding as indicated by 
common usage. Accountants have been 
quick to criticize the inadequacies of 
the legal conception of “income”, sur- 
plus profits, and realized and unreal- 
ized gains in general. Nevertheless the 











fact remains that a diligent search of 
accounting treatises fails to reveal a 
single definition of “income” that is 
workable and that really defines. The 
committee on terminology of the 
American Institute of Accountants, it 
is true, has submitted alleged defini- 
tions of the various types of income 
encountered in accounting practice. 
The definition of gross income, which 
follows is typical : 

“Income—gross. In general, in- 
come as computed before certain 
deductions—” 

Obviously, a definition which fails 
to define is useless in the present 
situation. 

Colonel Montgomery, on page 360 
of his Auditing Theory and Practice, 
says, “If a public accountant were 
asked to define ‘net income’, he would 
probably reply: The net income of a 
business is the surplus remaining from 
earnings after providing for all costs, 
expenses and allowances for accrued 
or probable losses.” 

Economists have defined income in 
the purely economic sense with more 
or less clarity. But for practical pur- 
poses, such definitions leave much to 
be desired. 


Supreme Court Definition 


In Eisner v. Macomber (supra) the 
court discussed at some length the 
definition “income.” The definition 
finally arrived at not only appears to 
meet the requirements of accounting 
practice and common usage but was, 
at least tacitly, accepted by the dis- 
senting justices in the opinion written 
by Mr. Justice Brandeis. 

In this case, the court said: 


For the present purpose we require only 
a clear definition of the term “income” as 
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used in common speech, in order to deter- 
mine its meaning in the amendment... . . 

After examining dictionaries, in common 
use... we find little to add to the suc- 
cinct definition adopted in two cases 
arising under the Corporation Tax Act of 
1909 

Income may be defined as the gain derived 
from capital, from labor, or from both 
combined. ... . 


Commenting on this definition, the 


majority opinion, expressed by Mr. 
Justice Pitney, continues : 
Here we have the essential matter: Not 


a gain accruing to capital; not a growth or 
increment of value in the investment; but a 
gain, a profit, something of exchangeable 
value, proceeding from the property, severed 
from the capital, however invested or em- 
ployed, and coming in, being ‘“derived”— 
that is, received or drawn by the recipient 
(the taxpayer) for his separate use, benefit, 
and disposal—that is income derived from 
property. Nothing else answers the descrip- 
tion. 


Minority vs. Majority Opinion 

A review of the minority opinion 
written by Mr. Justice Brandeis, and 
concurred in by Mr. Justice Clark, 
leads to the conclusion that the essen- 
tial difference between the majority 
and minority view is as to whether a 


gain, to constitute income and espe- 
cially taxable income, must be derived 


from rather than accrued to the invest- 
ment. On this point Mr. Justice 
Brandeis said: 

Clearly segregation of assets in a physical 
sense is not an essential of income. The 
gross gains of a partner is taxable as in- 
come, although there, likewise, no segrega- 


tion of his share in the gains from that 
of his partners is had. 


The conclusion that the question of 
whether segregation of assets in a 
physical sense is a prerequisite of 




















income is the essential difference be- 
tween the majority and minority of the 
court in Eisner v. Macomber is further 
strengthened by another case decided 
by the same justices. 

In United States v. Phellis, 3 Amer- 
ican Federal Tax Reports 3125, the 
court had to decide whether stock of 
a wholly owned subsidiary, received by 
a corporation in exchange for assets, 
and distributed to its stockholders, con- 
stituted taxable income to the latter. 

The Court of Claims, using much 
the same reasoning as that followed 
by the Supreme Court in Eisner v. 
Macomber had decided that such stock 
did not constitute income to the 
recipients. 

Strange as it may seem in view of 
the decision in the latter case, the same 
justices reversed the Court of Claims 
and held that such stock did consti- 
tute taxable income. The majority 
opinion, expressed by Mr. Justice 
Pitney, and concurred in by all the 
court except Mr. Justice Reynolds and 
Mr. Justice Van Deventer, clearly 
indicates that the essential difference 
between the distribution of a corpora- 
tion’s own stock and that of a sub- 
sidiary is that in the former case there 
is no segregation while in the latter 
there is. Mr. Justice Pitney, expressing 
the opinion of the majority, said that 
the shares in the subsidiary ‘‘consti- 
tuted a gain derived from capital—a 
profit, something of exchangeable 
value proceeding from the property, 
severed from the capital however in- 
vested, and coming in, that is received 
or drawn by the claimant for his 
separate use, benefit and disposal.” 
(Italics inserted.) 


It is interesting to note that Mr. 
Justice Brandeis and the other justices 





rM. JOURNAL 3 


dissenting from the decision in /tisner 

v. Macomber (supra) not only con- 

curred in the result but also in the 
‘ 


opinion above cited. 


Constitutional View 


The proponents of the propriety of 


treating stock dividends as income 
make much of the close decision in 


Eisner v. Macomber and in particular 
of the opinion written by Mr. Justice 
Brandeis. The latter opinion is unques- 
tionably a clear and comprehensive 
statement of the case for including 
stock dividends in taxable income. This 
opinion was concerned primarily with 
the duty of finding, if possible, the 
tax on incomes, including stock divi- 
dends, to be constitutional, even if that 
required a definition of income which 
would include such dividends. 

On the other hand the majority 
opinion held that to be constitutional 
the tax could be levied only on income 
in the ordinary sense of that term and 
that Congress could not define income 
so as to include items not ordinarily 
included therein. 

Mr. Justice Brandeis said: 

It seems to me clear, therefore, that Con- 
gress possesses the power which it exer- 
cised to make dividends representing profits, 
taxable as income, whether the medium in 
which the dividend is paid be cash or stock, 
and that it may define, as it has done, what 


dividends representing profits shall be 
deemed income. (Italics inserted.) 


Elsewhere in the opinion it was said: 


The government urges that it would have 
been within the power of Congress to have 
taxed as income of the shareholders his 
pro rata share of undistributed profits 
earned, even if no stock dividend repre- 
senting it had been paid. Strong reasons may 
be assigned for such a view. 











Concluding the opinion Mr. Justice 
Brandeis said : 

It surely is not clear that the enactment 
exceeds the power granted by the Sixteenth 
Amendment. And, as this court has so often 
said, the high prerogative of declaring an 
Act of Congress invalid, should never be 
exercised, except in a clear case. 


(ne writer on the subject, George 
P. Auld, American Accountant, De- 
cember, 192%, page 649, in discussing 
the decision in the case of 
Macomber said: 


Eisner v. 


The decision of the court thus appears to 
rest on a question of constitutional 
struction and not on the essence of the 
transaction. This decision by the highest 
legal authority is of course conclusive as 


con- 


to the absence of legal power residing in 
Congress to tax stock dividends, but it is 
scarcely so as to the justification of the 
stockholder in regarding a stock dividend 
as income. 


In view of the foregoing quotations, 
it is easy to agree with the writer that 
the opinion of the minority was based 
on a question of constitutional con- 
struction. It is difficult, however, to 
agree with respect to the decision and 
opinion of the majority. Clearly it 
appears that the “essence of the trans- 
action” from a constitutional and prac- 
tical viewpoint is whether the income 
has been segregated to the separate 
use and benefit of the recipient. The 
minority held that, under the Sixteenth 
Amendment and for purposes of the 
tax law, such segregation was not 
necessary. The majority, on the other 
hand, held that income for tax pur- 
poses must be taken in the ordinary 
sense and that segregation is a prime 
requisite. 

In other words the majority took 
the view that unrealized profits were 
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not income in either the ordinary or 
tax sense. 


Practise Ratifies Court Decision 

The established and frequently 
enunciated theories and practices of 
accounting and investment are so thor- 
oughly in accord with this majority 
opinion that citation of authorities 
seems superfluous. \s Colonel Mont- 
gomery, in his work hereinbefore cited, 
has said: 


If absolutely accurate balance — sheets 
could be prepared at the beginning and at 
the end of a period, the difference between 
their surplus accounts (withdrawals, divi- 
dends and allowances being considered) 
would represent the net income or deficit 
for the term; but the valuation and revalu- 
ation of capital assets involves too much 
speculation to permit the recognition of such 
a practice as satisfactory. This, in effect, 
is the method used to obtain results in 
single entry, but its utter failure to justify 
itself is reason enough for abandoning it. 


In short the decision of the Supreme 
Court of the United States and the 
accepted theory and_ practice of 
accounting and investment establishes 
that income may be defined as “‘some- 
thing of exchangeable value drawn 
for the separate use, benefit and dis- 
posal of the recipient.” 

In passing it should be noted that 
Congress has been guided by this defi- 
nition in subsequent revenue acts so 
that each succeeding law has made 
taxable income more nearly coincide 
with actual income, as contemplated 
by the definition. Indeed, Congress has 
gone further for by the reorganization 
provisions of recent acts, it has elimi- 
nated from taxable income dividends 
of the character discussed in United 
States v. Phellis (supra). 
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Stock Dividend Defined 


Having decided upon a_ workable 
definition of income, enunciated by 
the courts and sanctioned by account- 
ing and investment policies, the next 
question is: “What is a stock divi- 
dend ?” 

Inevitably comes the conclusion 
that, first of all, it is not a true divi- 
dend. 

Webster defines a dividend as “a 
sum of money to be divided and dis- 
tributed, the share of a sum divided 
that falls to each individual; a dis- 
tributive sum, share or percentage.” 

For practical accounting purposes a 
dividend may be said to be that por- 
tion of the gains or profits from the 
capital invested in a corporation which 
is separated from the corporate prop- 
erty and distributed to the investors. 

Obviously there must be gains or 
profits from the capital invested. It is 
equally obvious that there must be a 
designation of property which is 
divided, pro rata, among the investors. 

In the case of a so-called stock divi- 
dend there is no such separation, much 
less a distribution. Ignoring for the 
purposes of this discussion a_ stock 
dividend which is merely a “split up” 
or “stock dilution’ process, a_ stock 
dividend may be defined as a capital- 
ization of surplus profits, realized or 
unrealized, coincident with a pro rata 
increase in the number of shares held 
by stockholders. Even after making 
due allowance for any shortcomings in 
the above definitions, the difference 
between the two processes is striking. 


Effect of Stock Dividend 


The effect of a stock dividend, as 
contrasted with the effect of a cash 
dividend is well set forth in the fol- 


lowing 
writers: 


quotations from various 


A payment of dividends in any of the 
forms mentioned, save in stock, results in 
a decrease of the corporation’s net worth. 
In the case of cash or securities held in the 
treasury of the corporation, it results in a 
decrease in net worth through an actual 
reduction of the corporate assets. When the 
dividend is paid in scrip, bonds or notes 
of the corporation, the corporate assets are 
not reduced but its liabilities are increased, 
the final result being, as stated before, a 
decrease of the corporate net worth. 

In this the stock dividend—which is not 
a true dividend—differs from the dividend 
paid in cash, property, or promises to pay. 
It does not diminish the corporate assets or 
necessarily affect them in any way. When 
paid in stock not theretofore issued it is, 
as stated, merely a capitalization of sur- 
plus—it has not drawn upon the assets of 
the corporation. What it has done is to 
transfer the amount of the stock dividend 
from surplus, where it was available for 
dividends, to capital where it is no longer 
available for this purpose and so far it is 
apparently against the interests of the indi- 
vidual stockholder who is anxious for cash 
dividends. Corporation Procedure, Thomas 
Conyngton and R. J. Bennett, Revised Edi- 
tion, page 907. 

A stock dividend is a dividend payable in 
stock, common or preferred, of the same 
corporation by which it is declared. Some- 
times a stock dividend is a gesture intended 
to placate ignorant stockholders. Financial 
writers usually refer to stock dividends as 
“melons” even though the Supreme Court of 
the United States has stated the obvious, 
viz, a stock dividend adds nothing to the 
equity of a stockholder in a _ corporation, 
and means no more than changing a five 
dollar bill into five one dollar bills.” Auditing 
Theory and Practice, R. H. Montgomery, 
Fourth Revised Edition, page 644. 

It will be noted that payment by cash or 
other asset has the effect of decreasing the 
assets in order to decrease the liability for 
dividends; that payment by the issue of 
bonds or scrip cancels one kind of liability 
by the issue of another kind; whereas pay- 
ment by the issue of the company’s own 
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shares liquidates the liability by increasing 
proprietorship through the issue of stock, 
thus reinvesting in the business the portion 
of profits distributed as dividends. (Italics 
inserted. ) 

... This change in the form of proprie- 
torship is accomplished by a reduction of 
proprietorship through payment of the divi- 
dend in stock of the company. The effect of 
a stock dividend, therefore, is to fix a por- 
tion of the “margin” so that it becomes a 
part of the permanent capital of the cor- 
poration and, as such, is no longer subject 
to the direct control of the board of direc- 
tors. Accounting Theory and Practice, Roy 
B. Kester, Vol. III, page 436-438. 

The bookkeeping procedure in connection 
with the declaration of a stock dividend 
should consist merely of a transfer from the 
surplus account — accumulated through 
annual profits—of an amount sufficient to 
cover the new issue of stock. If this prin- 
ciple is carefully observed, it follows that 
stock dividends should never be tolerated 
unless the actual earnings to a considerable 
amount are employed by the management to 
construct new buildings and equipment, or 
to increase net quick assets in order to 
maintain or strengthen the general credit 
position of the company. IVhether or not 
earnings shall be reinvested in property or 
paid out in dividends is merely a matter of 
business judgment. (Italics inserted.) Finan- 
cial Policy of Corporations, A. S. Dewing, 
Vol. III, page 102. 


Stock “Dividends” Fail to Qualify as 
Income 


If the foregoing definition of income 
can be accepted and the leading au- 
thorities on accounting and investment 
are not in error in their conception 
of stock “dividends,” it inevitably fol- 
lows that such dividends, at least 
theoretically, do not constitute true 
income in the legal, accounting and 
investment sense. 

First, there is no segregation of 
property to the use, benefit and dis- 
posal of the stockholder. In fact, if 
there has been any change, it is to 


remove from possible distribution to 
the stockholders property which other- 
wise they, through appropriate action 
of their directors, might have received 
as dividends, and to fix it formally 
and irrevocably, save by a formal legal 
process, as part of the capital of the 
corporation. 

Second, a dividend paid in stock is 
not, strictly speaking, a dividend. 
There is no division of property either 
as between the corporation and the 
stockholders or as between the indi- 
vidual stockholders. Hence it is not 
necessary to apply the test of the closed 
transaction. Here we have no transac- 
tion, no exchange or transfer of 
equities, much less a closed transaction. 

Third, even if the Supreme Court’s 
definition of income, hereinbefore 
cited, is rejected and it is determined 
that such income should include gains 
which accrue to rather than, or as well 
as, those which arise from an invest- 
ment are income, such income is not 
contingent on a_ stock dividend. It 
accrues as the corporation’s profits 
accrue. 

Paraphrasing the opinion of Judge 
Brandeis, in Eisner v. Macomber 
(supra), it might be said: “A stock- 
holder’s share of undistributed profits 
should be considered as income to him 
even if no stock dividend representing 
it had been paid.” 

Even the most optimistic investors 
would hesitate to subscribe to this 
view. If so, how many accountants will 
accept the following: 


If in a market like that of the past several 
years the net result of pricing at market 
the stock dividends received is still to show 
a substantial margin in the investment 
account of market value over book value, 
it is questionable whether we can reasonably 
decline to certify accounts in which stock 



































dividends have been taken into income at 
market value. We can decline... to pass 
credits to income based on a general write- 
up of securities in portfolio, on the ground 
that the lower of cost or market is the only 
safe rule of valuation for the general body 
of or whole stock-in-trade. With 
respect to shares received as dividends, how- 
ever, no such argument relating to the con- 
servative statement of the balance sheet is 
applicable. George P. Auld, American 
Accountant, December, 1929, page 649, 


assets 


The logic here seems to be that 
accountants should be conservative 
with respect to the five dollar bill but 
can, with propriety, be less conserva- 
tive with respect to the five ones. 


Theory vs. Fact 


With most economic and financial 
problems, there may be times when 
sound theory appears to diverge from 
correct or accepted practice. The ques- 
tion of stock dividends is no exception, 
Thus far the question has been dis- 
cussed only from the theoretical angle. 
If quotations have been seemingly 
excessive and original thought rare, it 
is because, as has been said, the theo- 
ries of investment and accounting were 
established definitely, if not finally, in 
other days. Whether or not these 
theories are sound in the light of 
present day facts remains to be seen. 
That they are logical and consistent 
would appear from what has been said 
so far. Being logical and consistent, 
it follows that they should be disre- 
garded only when riper experience in- 
dicates that they are based on facts 
no longer existent or because they fail 
to give due cognizance to new facts. 


Stock Exchange Ruling 


When in June, 1929, the New York 
Stock Exchange promulgated _ its 
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requirements for the listing of stocks 
of investment trusts or security trad- 
ing companies, one of the requirements 
was that the published income should 
not include any amount for stock divi- 
dends received. Some months later, 
namely on September 11, 1929, Presi- 
dent Simmons published the report of 
a special committee of the Exchange 
which had been studying the subject 
of stock dividends and the June 
requirement was tentatively modified 
to permit stock dividends to be in- 
cluded at no greater value than that 
at which they were entered on the 
books of the paying corporation. That 
is to say that if Corporation A paid 
a stock dividend and transferred $2 
per share paid from surplus to capital, 
any corporation receiving such divi- 
dend might, for purposes of the Stock 
Exchange, report as income an amount 
not exceeding $2 for each share 
received. 

It seems altogether likely that, had 
the Wall Street crash occurred prior 
to September 11, 1929 instead of in 
the following month, the June, 1929 
requirement would not have been 
modified. The modification may well 
have been a concession to pressure 
from investment trusts and possibly’ 
other recipients of periodical stock 
dividends who wanted to include them 
in their reported income. 

It is significant that with almost 
complete unanimity the annual reports 
of investment trusts and security trad- 
ing companies which have been issued 
since the beginning of the year have 
excluded stock dividends from their 
income. The reports of two of the 
largest of such companies indicate that 
during 1929 stock dividends had been 
taken into income at the market value 
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thereof immediately after the respec- 
tive dividend record dates, but that as 
of December 31, 1929 such amounts 
had been transferred from income to 
reduce the book value of investments. 

Those who, for practical reasons, 
would still contend that stock dividends 
should be treated as income, base their 
largely on the recent 
increase in the use of stock dividends 
as a means of financing corporate 
expansion with earnings. There is no 
denying that the volume of stock divi- 
dends has increased any more than 
there is any question that prior to 
October, 1929 there was an unprece- 
dented rise in security prices. 


contentions 


Past Experience 


Indeed there are who 
cause and effect in these two factors. 
They are for the most part those who 
have reviewed the financial history of 
other days. The facts on which they 
base their conclusion are too extensive 


many see 


for detailed enumeration here. They 
indicate, however, that any novelty in 
recent financial circumstances is super- 
ficial rather than fundamental—a mat- 
ter of extent rather than character. 

To those who question this conclu- 
sion a careful study of Chapter VI, 
pages 72 to 115 of “Financial Policy 
of Corporations” by A. S. Dewing is 
respectfully suggested. 

It is worthy of note that the ques- 
tion here discussed arose or was 
resurrected during an unprecedented 
rise in the general security market. It 
does not seem likely that it will be as 
seriously considered during periods of 
reaction. Certainly it will not if market 
prices come to reflect intrinsic values 


and the dilution of earnings by stock 
dividends is properly discounted in 
market prices. 

For it cannot be gainsaid that a 
which for more after a 
dividend increased shares 
outstanding and correspondingly 
diluted earnings, has either been 
manipulated or was notably under- 
priced before the dividend. The stock 
exchange recently started inquiries for 
the purpose of determining whether 
manipulators were responsible for the 
drastic declines of the past 
months. There are those who assert 
that it might, with equal benefit to 
investors generally, investigate possible 
manipulation in times of unusual bull 
markets. 


stock sells 


stock has 


few 


Meanwhile, sound business and 
accounting practice will probably con- 
tinue to refuse to accept the theory 
that any legerdemain of accounting or 
investment can indefinitely enable a 
stockholder to receive $18 per share in 
dividends from a company whose 
maximum annual earnings are $6 per 
share. 


Mr. Staub addressed the New York 
State Society of Certified Public Ac- 
countants on January 13 and the So- 
ciety of Certified Public Accountants 
of the State of New Jersey on January 
30 on the subject of Federal Income 
Taxation. A discussion followed in 
each case. On March 11th he spoke 
before the New York Society of Ac- 
countants on the subject of Consoli- 
dated Financial Statements. The paper 
presented by him at the International 
Congress of Accounting formed the 
basis of the talk and discussion. 
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Working Papers for Fixed Assets 


At a recent San Francisco office 
staff meeting, the subject of working 
papers for fixed assets was discussed. 
\ reading of the minutes of this meet- 
ing prompted the following remarks 
which, to a large degree, are a restate- 
ment of the minutes. 

except perhaps in some special 
examination, the verification of fixed 
should include _ satisfactory 
answers to the following questions: 


assets 


A. Are all charges to fixed assets proper 
capital expenditures ? 

B. Have any capital items been charged 
to expense which should have been charged 
to fixed assets? 

C. Have the proper eliminations been 
made from the fixed asset accounts for sales 
or other disposals? 

D. Are the depreciation rates fair, having 
in mind the company’s policy with respect 
to repairs and maintenance? 

E. Has depreciation been properly com- 
puted ? 


The working papers on any engage- 
ment should enable anyone making 
reference to these papers to determine 
the answers to the above questions. 
Mere detailed listing of capital addi- 
tions does not constitute a verification. 
The thought or intention of the auditor 
should be devoted to challenging (in a 
sense) each item to satisfy himself 
that it is properly a capital expendi- 
ture. The moment he has done that, 
he has performed an important part 
of the examination of capital charges. 

It would seem obvious that mere 
volume of working papers is not a 
criterion as to the adequacy of the 
verification of fixed assets accounts. It 
is essential, of course, to have a tie up 
between the capital accounts on the 
company’s records and the accountant’s 


working papers, but there should not 
be any copying in extenso of the details 
of the asset accounts. Proper thought 
and consideration of the various ques- 
tions listed above, supported by sum- 
maries or synopses of the fixed asset 
accounts, are of infinitely more 
value than elaborate schedules of the 
details of the fixed asset accounts. 

It is suggested that the working 
papers of any engagement should, if 
possible, include summaries along the 
following lines: 


Schedule No. 1—Summary 
(21 Column Paper) 
Columns: 


1- 5 Description 


Assets: 
6 Balance at beginning of period 
f Additions (Supported by Schedule 
No. 2) 


8 Retirements (Supported by Sched- 
ule No. 3) 
9 Other debits and _ credits 
ported by Schedule No. 4) 
10 Balance at end of period (Per our 
balance sheet at close of period). 
11 Rate of depreciation (If various rates 
are used state “various” with ref- 
erence to explanatory footnote) 
Allowance for depreciation and obso- 
lescence: 


(Sup- 


12 Balance at beginning of period 

13 Additions (Supported by Schedule 
No. 5) 

14 Accrued depreciation on _ retire- 
ments (Supported by Schedule 
No. 3) 

15 Other debits and credits (Sup- 


ported by Schedule No. 6) 
16 Balance at end of period (Per our 
balance sheet at close of period) 
17. Net book values (Column 10 minus 
16), ie. asset balances at end of 
period less allowances for deprecia- 
tion and obsolescence 


18-21 General remarks 
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Schedule No. 2—Additions to Asset 
Accounts 
Additions should not be listed in 


detail but this schedule should show 
the extent and method of verification. 
Important items should be noted and 
it should be possible from this sched- 
ule to determine the general character 
of the additions during the period. 


Schedule No. 3—Retirements 

It is not not necessary to list all 
details with regard to retirements. The 
book entries reflecting retirements for 
the period should be verified as to the 
general method of relieving the asset 
and depreciation accounts of 
book values and depreciation allow- 
ances, respectively. 


gross 


Schedules No. 4 and No. 6—Other 
Debits and Credits to Asset and 
Depreciation Allowance Accounts 
These schedules are for explanations 
of extraordinary adjustments, such as 
revaluations, corrections of prior years’ 
entries, etc. 


Schedule No. 5—Additions to Allow- 
ances for Depreciation and 
Obsolescence 

This schedule should clearly indi- 
cate our method of verifying addi- 
tions to such accounts; should indi- 
cate the adequacy of depreciation 
rates ; the balances on which such rates 
are applied, that is, whether opening 
balances, average balances, etc.; and 
the relation of the depreciation policy 
to the company policy as to the main- 
tenance and repair of fixed assets. 

In the event that authorizations have 
been made for expenditures during the 
year, a schedule should appear in the 
working papers summarizing such 


authorizations and, if costs of addi- 
tions to fixed property have exceeded 
the amounts authorized then the rea- 
sons for such should be 


stated. 


excesses 


It is important that the working 
papers clearly show the method fol- 
lowed by the company in determining 
the costs of additions made by the 
company’s own organization instead of 
by independent contractors or through 
purchase from others. The overhead, 
if any, included in such additions 
should be analyzed to a_ sufficient 
degree, and proper notes should be 
made with regard to such analysis so 
that anyone examining the working 
papers can determine the policy fol- 
lowed by the company with respect to 
the overhead. 

A schedule should also appear in the 
working papers as to any commitments 
for plant construction. This schedule 
should indicate not only the extent of 
the liability for such commitments but 
also the anticipated time when such 
commitments will become due liabili- 
ties. 

If a company occupies leased prop- 
erties a schedule should be prepared 
which need not in some cases list all 
leases, but should indicate the lease 
periods and important provisions. If a 
permanent file is maintained for the 
engagement, then any data relating to 
the lease should be shown in perhaps 
more detail in a schedule in the per- 
manent file with reference to such file 
in the periodical working papers. 


If the property has been appraised 
and such appraised value is reflected 
on the records or is of importance in 
any other connection, it would be 


advisable to include in the working 
(Continued on page 20) 
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Adjustment Bureaus 


By Avbert V. SMyrK 


(New 


A new type of personal service or- 
ganization has sprung into existence 
within the last few years which has 
been attracting the attention of credit 
men as a medium for the solution of 
their bad debt problems. It is known 
as an adjustment bureau. The Na- 
tional Association of Credit Men and 
its affiliated bodies throughout the 
country have organized adjustment bu- 
reaus (usually incorporated) in many 
of the large cities to undertake the 
task of safeguarding the interests of 
credit granters and members of the as- 
sociation in the matter of credit 
breakdowns. 

The number and variety of cases 
which a large adjustment bureau is 
called upon to handle, the rapidity with 
which the work has to be done, and the 
relative volume of detail and corre- 
spondence which accompanies each case 
during the various stages of its admin- 
istration, requires a well trained and 
efficient staff. 

The functions of an adjustment bu- 
reau include: 

1. Calling a meeting of creditors when a 
case is brought to the 
adjustment. 


bureau for 


bo 


Engaging the services of a_ reputable 
accountant who is known to the 
principal creditors to investigate the 
affairs of the debtor. 

3. Drawing up assignments of the assets 
for the benefit of creditors where this 
procedure is deemed advisable in the 
best interests of all creditors. 

4. Appointing a trustee to whom the assign- 

ment is made; he is usually the man- 

ager of the adjustment bureau. 


Placing a custodian at the debtor’s place 


on 


York Office) 


of business to take charge of the 

assets. 

6. Liquidation of assets: 

(a) Sale of merchandise, except that 
portion which is pledged to secure 
indebtedness. The consent of the 
secured creditor to dispose of this 
merchandise is sometimes obtained 
if it can be demonstrated that it 
it can be disposed of to better 
advantage by the adjustment 
bureau. 

(b) Collection of accounts receivable 
and notes receivable, except when 
they have been hypothecated. 

(c) Sale of machinery, fixtures and 
equipment owned by the debtor 
free and clear of any chattel 
mortgages, etc. 

(d) Sale of other assets. 

Depositing the proceeds of the liquidation 
in the bank account under the trustee’s 
name, a separate account for each 
estate. 

8. Payment of all priority claims such as 

wages taxes, etc. 

9. Payment of dividends pro 

creditors. 

10. Maintenance of adequate records. 

11. Preparation of final accounting on closed 

cases. 


NI 


rata to 


2. Supervision of the debtor's business when 


an extension of time has been granted 
by creditors in which to pay his in- 
debtedness. This is known as an “op- 
eration case”, and the books are ex- 
amined monthly in order to report to 
the creditors whether the business 
continues to operate at a loss or if 
under the surveillance of the adjust- 
ment bureau it shows an improve- 
ment. 

13. Maintenance of a bankruptcy department 
to represent the claims of all creditors 
in bankruptcy matters in so far as it 
is possible for a layman to do so 
effectively. 

14. Obtaining from all creditors a_ signed 
agreement accepting their pro rata 


_ 
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share of the proceeds of a liquidation, 
a specified percentage of settlement 
agreed upon. 

15. Keeping creditors informed of the de- 
velopments in a case. 


The New York Credit Men’s Ad- 
justment Bureau, Inc., is one of the 
largest organizations of this type. It 
is the official bureau of the New York 
Credit Men’s Association, with offices 
at 468 Fourth Avenue, New York 
City. 

The accountant plays an important 
role in each case that is brought to the 
bureau for adjustment, for the credi- 
tors do not usually hold their first 
meeting until a preliminary examina- 
tion is made of the debtor’s books. On 
the small cases, the bureau will dis- 
patch their own accountant to prepare 
the figures, but on larger cases the 
services of outside experts are sought. 

The magnitude of the accountant’s 
investigation depends upon the cir- 
cumstances surrounding each partic- 
ular case, but owing to the importance 
of holding a meeting of creditors with- 
in a reasonable time it is usually suffi- 
cient for the auditor to prepare from 
the books a statement of assets and 
liabilities showing the expected realiza- 


tion, a profit and loss account from the 
date of the last inventory, inventory 
of merchandise on hand, schedule of 
liabilities classified into secured credi- 
tors, unsecured claims, priority claims, 
and loans from relatives. These state- 
ments, while only preliminary, fur- 
nish a basis for a general discussion 
among the creditors of the affairs of 
the debtor. The accountant should 
attend the first meeting of creditors 
with his working papers, from which 
he calls off the figures to those pres- 
ent, reporting any irregularities which 
he may have discovered in the course 
of his examination of the books. If a 
further investigation of the books is 
desired, the creditors instruct the ac- 
countant to complete the examination, 
and submit a report to the committee 
in the usual typewritten form. 








When a creditor requests a verifica- 
tion of the accuracy of the last finan- 
cial statement issued by the debtor to 
the trade, the accountant will check the 
amounts stated thereon with the books, 
and prepare a comparative statement 
showing the book figures, the amounts 
shown on the financial statement, 
amounts overstated, amounts under- 
stated, thus: 





Assets | As per | As per | Amounts Amounts 
books | Statement | over- under- 
to trade | stated stated 








Liabilities | 
| 





(Continued on page 20) 
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Corporation Reports 

ach passing year shows interesting 
developments in the form and content 
of the reports which corporations, 
whose stock is in the hands of the 
public, make to their stockholders. It 
is not so many years ago that many 
such reports confined themselves to an 
exceedingly condensed balance sheet 
and the net profit figure for the year. 

It is becoming more and more recog- 
nized, however, that if stockholders 
are to be recognized in fact as being 


what they are in theory, namely, part- 
ners for the time being in the enter- 
prise, they are entitled to reports 
which will enable them to form an 
intelligent opinion of the success or 
otherwise with which their company is 
being conducted and of its present 
financial status. 


The reports of the investment trusts 
and security trading companies which 
have been issued since the first of the 
year have in many cases given quite 
complete data concerning these enter- 
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prises, including complete lists of their 
present security holdings with both 
cost and market value figures shown 
for each security held. 

One recent annual report which was 
of especial interest to us was that of 
A. G. Spalding & Bros. It contains not 
merely the usual certification of the 
balance sheet and income account but 
reprints our audit report with its com- 
ments on the more important items in 
the financial statements. The follow- 
ing paragraph from the text of the 
president’s report to the stockholders 
is of interest in this connection: 

This is the first annual statement of A. 
G. Spalding & Bros. presented to its stock- 
holders since the sale to the public in Feb- 
ruary of an additional issue of 50,000 shares 
of the Company’s capital stock. The sale of 
this Common stock has resulted in a large 
increase in the number of the Company’s 
outstanding stockholders, and it has there- 
fore seemed to your Directors desirable to 
present to you this year a somewhat fuller 
report than simply the consolidated balance 
sheet and income statement, which has been 
the practice in the past. Therefore, in addi- 
tion to the customary balance sheet and in- 
come statement for the year ending October 
31st, 1929, there is included in this report a 
comparative statement covering the past five 
years together with the report from our 
auditors which accompanied it. 


Undoubtedly development will con- 
tinue to take place in the form of 
annual reports by those corporations 
which desire to furnish their stock- 
holders with understandable data con- 
cerning the operations and _ financial 
condition of such corporations. 


Stock Dividends 


The leading article in this issue deals 
with a subject that received a great 


deal of attention during the past year. 
Consideration of it was very much in- 
fluenced by the hectic stock market 
which prevailed during the first three- 
quarters of the year. The earlier influ- 
ence of the Supreme Court’s decision 
that a stock dividend was not realized 
income seemed to be fast waning, to 
judge by the desire strongly expressed 
for the inclusion of stock dividends 
in the income reported by the recipient 
corporations. The crash in Wall Street, 
however, evidently led to serious 
reconsideration of the question as evi- 
denced by the fact that with relatively 
few exceptions all the reports issued 
during the past several months by in- 
vestment trusts and security trading 
companies excluded stock 
from their reported income. 


dividends 


Mr. Warren’s article is a helpful 
study of the subject and will repay 
careful reading by our organization. 


The Accountants’ Club of New York 
plans to have three meetings during the 
year, at which subjects of professional 
or business interest will be presented 
to its members. The first meeting of 
this year will be held on March 25. 
Business Prospects for the Balance of 
1930, will be the subject to be presented 
by Dr. Rufus S. Tucker, Economist of 
the American Founders Corporation. 
The subject is one of unusual interest 
at this time, as well evidenced by the 
fact that almost every client coming to 
our offices these days asks us our 
opinion of the probable developments 
in the business world during coming 
months. 
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Depreciation With Special Reference to the Differences 
in the Points of View of Accountants and Appraisers 


By F. M. Brestin 


(San Francisco Office) 


The proper accounting for deprecia- 
tion is one of the most difficult prob- 
lems the accountant has to solve, due 
principally to the fact that there is no 
convenient yard-stick by which to 
measure accrued depreciation. 

Depreciation, strictly speaking, rep- 
resents loss in value through physical 
deterioration, but in the present day 
in fixing rates of depreciation consid- 
eration is usually given to the possi- 
bility of future obsolescence. 

It is manifestly impossible in a brief 
article to do more than touch upon one 
or two phases of the subject, and this 
article is confined principally to a brief 
discussion of the differences in the 
points of view of accountants and 
appraisers and the necessity for arriv- 
ing at some agreement between the two 
points of view. 

Despite the many methods discussed 
in text books for distributing depre- 
ciation over the life of an asset, it is 
safe to say that in practice the great 
majority of concerns use one of the 
two following methods: 


1. Straight-line method under which depre- 
ciation is spread equally over the life of 
the asset. 

On a basis of unit of production, a unit 
cost being arrived at by dividing the cost 
by the estimated production. This is really 
just a variation of the straight-line 
method. 


nm 


Of these two methods, the first one is 
the more general. 

The introduction of the federal 
income tax law is probably largely 


responsible for the wide use of the two 
methods, as they are favored by the 
government and other methods are 
rather frowned upon. As the govern- 
ment has always insisted that the 
depreciation taken for income tax 
should appear on the books, these 
methods have been generally accepted 
for financial purposes also. 

It must be admitted at the outset 
that physical depreciation, as such, does 
not accrue equally over the life of an 
asset and that the practice of spread- 
ing depreciation over the life of an 
asset by the straight-line method is 
more in the nature of amortization 
than depreciation. This distinction 
usually comes to light when an 
appraisal is made and the appraised 
values compared with the book values. 
The appraiser has the engineering 
point of view rather than the account- 
ing. He first of all appraises the asset 
at cost of reproduction new. He then 
estimates accrued depreciation, usually 
by determining the present percentage 
of efficiency of the asset, usually with 
only little regard to the possibility of 
future obsolescence or to the fact that 
while the asset may have been in use 
for many years with but little decrease 
in operating efficiency, the operating 
efficiency may decline very rapidly in 
the near future. I understand, how- 
ever, that in recent years some apprais- 
ers are giving more consideration to 
these factors. The accrued deprecia- 
tion thus arrived at may be consider- 
ably less than that appearing on the 
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books, which has probably been built 
up by provisions based on the straight- 
line method at rates which probably 
gave some consideration to a provision 
for obsolescence as well as deprecia- 
tion. 

In a going concern the excess of 
appraised values over net book values, 
as properly determined, is credited to 
a special surplus account called “sur- 
plus from appreciation” or “surplus 
from revaluation,” as distinguished 
from earned surplus. The reason for 
this distinction is obvious. Current 
dividends should be paid only out of 
realized profits and the balance of 
earned surplus represents the amount 
of realized profits available for divi- 
dends. The excess of appraised values 
over net book values is an unrealized 
profit and is not available for payment 
of dividends. Such excess should 
therefore never be included in earned 
surplus. The accountant, however, in 
adjusting the records to give effect to 
appraised values has to give consid- 
eration to various factors. If the cost 
of reproduction new is greater than 
the original the difference is 
credited to surplus from appreciation. 
The treatment, however, of the differ- 
ence between the accrued depreciation 
per the books and per the appraisal 
is not so easy. It will often be found 
for the reasons explained previously 
that the appraisal depreciation is less 
than that shown by the books, even 
where the cost of reproduction and 
cost per books is practically the same. 
This may be due entirely to the differ- 
ence between the engineering treatment 


cost, 


me Mm FOURA AL 


and the accounting treatment or it may 
be partly due to the fact that the 
accrued depreciation per the books has 
been erroneously computed due to the 
use of rates which experience has 
shown require adjustment. It is usual 
not to make any adjustment to earned 
surplus but to credit the entire differ- 
ence between the accrued depreciation 
per the books and per the appraisal 
to surplus from appreciation. How- 
ever, where the depreciation taken in 
the past has been computed at rates 
which are obviously wrong and which 
if corrected would materially alter the 
accrued depreciation on the books, it 
may be that the books should first of 
all be adjusted through earned surplus 
to give effect to accrued depreciation 
based on the revised rates and only 
the difference between such revised 
depreciation and the appraisal depre- 
ciation credited to surplus from appre- 
ciation. 

It is becoming more and more neces- 
sary that the accountant and _ the 
appraiser get together and try to 
reconcile their differences. Where, as 
often happens, an appraisal is made 
for the purpose of correcting erro- 
neous accounting in the books, it may 
be that the appraiser should give effect 
to the accounting viewpoint in arriving 
at accrued depreciation. The account- 
ant, on the other hand, should not 
close his eyes to all methods of depre- 
ciation other than the straight-line 
method, but should determine what is 
the best method for each individual 
business. 


~p 
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Evolution of Taxation* 
By W. M. Brown 


Taxation has at all times been used 
to raise revenue for governmental 
operations. History shows that ancient 
and medieval methods of taxation 
were crude and unfair as compared 
with the present-day methods of taxa- 
tion. 

In Rome there was a disinclination 
on the part of the wealthy class to 
contract marriage; this resulted in a 
tax being placed on bachelors. In 
Austria a tax was placed on cats. In 
Russia, Peter the Great, knowing the 
attachment his subjects had for hirsute 
adornments, introduced a tax on the 
beard as an article of luxury. This tax 
was proportional, not to the length of 
the beard, but to the social position 
of the wearer. The guards, provided 
with scissors, were inexorable, and 
would ruthlessly cut off the beards of 
those that could not show the token 
which was given when the tax was 
paid. 

In France there was a window tax. 
It was based on the number of open- 
ings from the house to the outside. 
The law was very technical and a 
large window might be taxed as two 
or more if a continuous bar ran from 
end to end or side to side. This re- 
sulted in the building of many houses 
without the necessary air or light. 
Barns and sheep folds and stables were 
not subject to this tax. As a conse- 
quence cattle had better lighted and 
ventilated habitations than people. 

In earlier days in this country vari- 
ous forms of taxation were resorted 
to. In some States repairs were tax- 


* Reprint from I/nternal Revenue News. 


able if the repairs increased the value 
of the article 10 per cent, without re- 
gard to whether this 10 per cent was 
large or small. Poll taxes were used, 
and still are, in a number of States 
and cities. Within the last 50 years 
there was in Boston, Mass., what is 
known as the “dooming chamber,” in 
which the tax assesors met and doomed 
certain citizens to pay a_ certain 
amount of tax, and there was no 
appeal from this decision. 

In the colonial days there was a car- 
riage or chariot tax imposed by Con- 
gress; this was abandoned, but is now 
represented by the State automobile 
tax. One source of revenue was fines 
for the violation of sumptuary laws. 
There is a record of a case in which 
Mary Stebbins, in 1667, was fined 10 
shillings for wearing silks contrary to 
law, and 68 persons were accused of 
indulgence in forbidden luxuries. In 
some of the Colonies there were sin- 
gular objects subject to taxation; in 
Maryland a tax on bachelors over 25 
years of age, in New York a tax on 
wigs. 

Bathtubs were introduced in the 
United States shortly after 1840. Some 
physicians opposed the practice of 
bathing in tubs as dangerous to the 
public health, and various governmen- 
tal bodies passed laws and assessed 
taxes to prevent their use. The State 
of Virginia passed a law taxing bath- 
tubs $30 a year. In Boston a law was 
passed, effective from 1845 to 1862, 
which prohibited taking a bath except 
upon the advice of a physician. In 

(Continued on page 20) 
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Forced Accounting 


A. recent issue of the Illinois Manu- 
facturers Weekly Bulletin contained 
an interesting digest of a statement by 
Roger W. Babson to which was given 
the title shown above. This statement 
is of such interest to accountants that 
we reproduce it below. Those account- 
ants who were in active practice in the 
sarlier days, twenty-five years and 
more ago, see a great contrast between 
the kind and condition of the accounts 
kept by many business concerns then 
and the accounts today. Mr. Babson 
is doubtless correct in ascribing to the 
requirements of income and profits re- 
turns a material portion of the credit 
for the improvement in the accounts 
of business concerns. The article as it 
appeared in the Illinois publication 
follows: 

Roger W. Babson, who recently has 
been much in the limelight on account 
of the stock market debacle, states that 
forced accounting has probably been 
the greatest factor in prolonging the 
present prosperity. Of 
course, there have been other factors, 
such as, the federal reserve, new in- 
ventions, prohibition, mass produc- 
tion, chain stores, etc. The new spirit 
of service, which is actuating so many 
more business men today, coupled with 
the research work which is going on, 
are also factors in prolonging the pres- 
ent period of prosperity. When, how- 
ever, all these factors are weighed one 
against the other, he still feels that 
forced accounting has perhaps been 
the greatest factor in bringing about 
the period of good business which we 
have enjoyed for the last few years. 

Before the days of the income tax, 
only a very small proportion of busi- 


period of 


ness men kept a real bookkeeping sys- 
tem. I¢very business man had a charge 
ledger and a cash book, but probably 
not 10% kept a double entry book- 
keeping system, with monthly trial bal- 
ances. As for making proper charges 
for depreciation, ete., these things 
were done only by a few large corpo- 
rations. At first, business men rebelled 
against being compelled to keep exact 
accounts for income tax purposes. 
Finally, however, they succumbed and 
now most business men have a real 
system of accounting. Few people real- 
ize the great importance that this 
change has been to the business 
situation. 

Forced accounting (brought about 
by the necessity of making income tax 
returns) results in three things. 

1. Inefficient concerns, which were 
a drag on the entire industry, have been 
weeded out and efficient concerns have 
been speeded up. A few weak concerns 
in an industry, which concerns do busi- 
ness at a loss, retard an entire in- 
dustry. The lowest priced man often 
sets the price for all and determines 
the profits for the entire industry. 
Usually such low prices are the result 
of a lack of knowledge as to real costs. 
Forced accounting has caused all con- 
cerns to know their costs, has resulted 
in either eliminating them or having 
them try to do business at a profit. 
This has been a great boon to all in- 
dustry. Forced accounting has provided 
business with a yard stick and com- 
pelled every business man to use such 
a yard stick. 

2. Uncertainty and timidity which 
have instinctively heretofore held back 
the average business man have to a 
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large extent been removed. When one 
does not know exactly where he stands 
he is more or less timid, doing only 
the things which he needs to 
and avoiding unnecessary expansion. 
Forced accounting has provided busi- 
with courage. Courage is_ the 
greatest asset in business. Courage is 
to business what steam is to a boiler 
or gasoline to a motor car. As men 
have learned through proper account- 
ing where they stand and what they 
can do, they have expanded and gone 
forward during the last few vears at 
a rate never known before. 

3. A 


do 


ness 


basis of credit has been 


Cashiers’ 


One of the societies of professional 
accountants was recently asked by a 
trade association to ascertain the 
treatment of cashiers’ shortages in 
business offices. The following letter 
was written by the secretary of the 
society : 


Answering the query put to us some time 
since with regard to the treatment of mis- 
cellaneous shortages in cashier’s accounts by 
business concerns will say that we have taken 
up the matter with twelve of the large 
accounting offices and have received reports 
from all with the following results which I 
am putting in the form of definite statements : 

Leniency and admonition are more valuable 
in the prevention of errors than fixed rules. 

An exact record must be made of all errors 
showing whenever possible by whom as well 
as the amount. Where monies are handled 
jointly it is well to indicate the names of all. 

Generally custodians of cash funds are not 
held personally responsible to the extent that 
they are required to make these errors good 
but the record of errors is utilized in deter- 
mining advancements. 

It is considered good practice to carry a 


formed for 90% of the business men 


—a credit which heretofore has ex- 
isted for only 30% of the business 
men. Forced accounting has made 


Forced ac- 
counting has made the federal reserve 


credit safe and _ profitable. 


system workable. It thus will be seen 
that accountancy has provided a meas- 


urement for business, a courage for 


business and a credit for business. You 
men who have been such important 
factors in bringing about the present 
period of prosperity, now have a great 
responsibility in keeping it from col- 
lapsing. 


Shortages 


short and over account which contains the 
differences from time to time as well as the 
names and to that extent serves as a warning 
to all employees that they should be careful. 

If evidence develops in the checkings that 
are made that errors are the result of wilful- 
ness or fraud it would be considered justi- 
fication for discharge. 

Requiring employees to make good errors 
which are the result of human frailty wou!d 
place before them a temptation to make up 
shortages by shortchanging other customers. 

To a considerable extent employees are 
bonded which, of course, would enable a 
recovery from the bonding company for losses 
of the wilful and fraudulent type. 

In some lines where the type of service 
rendered is one which can be exactly checked, 
as with railroad conductors with duplicate 
receipts or delivery clerks with duplicate 
slips, the employees are held to the strict- 
est accountability. 

A proper esprit de corps is the most im- 
portant asset of a business concern and that 
can be better developed by cooperation with 
the employee as long as he remains an em- 
ployee than by subjecting him to penalties 
for errors made. 
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WORKING PAPERS FOR 
FIXED ASSETS 


(Continued from page 10) 


papers a condensed summary ot the 
appraisal. It is difficult to conceive of 
any examination which will require 
extensive copying of appraisal sched- 
ules. 

The ideal to be sought after is an 
intelligent examination of the fixed 
asset accounts, supported by the mini- 
mum amount of working papers ade- 
quate to tie up with our report. 


ADJUSTMENT BUREAUS 
(Continued from pagt 12) 


This statement is for use immedi- 
ately upon the assumption of control 
by the creditors’ committee and would 
be prepared even before the account- 
ant’s examination has proceeded far 
enough to indicate whether or not the 
book figures themselves are correct. If 
they are found to be incorrect, a 
further statement would later be pre- 
pared, setting forth a comparison be- 
tween the statement to the trade and 
the actual financial condition as de- 
termined by the accountant. 

It is important for the accountant to 
examine purchases entered on the 
books subsequent to the date of the 
financial statement, to ascertain if any 
invoices for merchandise included in 
the inventory have been omitted from 
the records as of the date of the state- 
ment, thus resulting in an understate- 
ment of liabilities. 

The latest inventory should be ob- 
tained if possible by the accountant. 


The responsibility for the extent of 
the work required must be assumed by 
the accountant. In general, the scope 
of the work should include the veri- 
fication of the assets and liabilities at 
the date when the case is taken over 
by the creditors, a close scrutiny of 
the profit and loss account from the 
date of the last closing of the books, 
and an analysis of cash receipts and 
disbursements for a period of four 
months preceding the date of the ex- 
amination. In addition the accountant 
will run down any queries from cred- 
itors regarding special transactions. 

These investigations are made to 
furnish creditors with all the import- 
ant facts of the case, thereby enabling 
them to determine whether to liquidate 
the business of the debtor, to accept or 
reject an offer of compromise settle- 
ment, to grant an extension of time to 
the debtor in which to liquidate his in- 
debtedness, or to file a petition in bank- 
ruptcy if irregularities are disclosed. 

The creditors will go a long way to 
help an honest merchant who has had 
misfortune, but will spare no expense 
in getting evidence where a debtor has 
defrauded them. 


EVOLUTION OF TAXATION 
(Continued from page 17) 


Philadelphia a law was proposed mak- 
ing it unlawful to take a bath between 
November 1 and March 15. Other 
cities passed similar laws. 

It is now a recognized principle that 
taxes should be laid in proportion to 
the ability to pay. The income tax is 
so based. 











